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Depreciation and Depletion in Relation to
Income Tax Returns*
By Gilbert Nelson

Before commencing an essay on the subject of depreciation
and depletion, it is advisable that the writer should set forth
definitions of these two terms as they are understood in the
income tax law.
Depreciation is the amount of the decrease in value of physical
property caused by wear and tear due to the use to which such
property is put.
Depletion means the reduction in value of properties, such as
mines, timber limits, oil and gas wells, etc., owing to removal of
natural resources.

DEPRECIATION
The most familiar examples of physical property are build
ings and machinery. If buildings and machinery would of them
selves stay good and efficient for certain known periods and then
cease to exist, the subject of depreciation would be simple; but
everything in this world either grows or decays, and therefore
buildings and machinery must be kept up by renewals and replace
ments which of themselves prolong the life of the assets. Sup
pose a period of ten years was the known life of all buildings and
machinery—then by dividing by 10 the yearly depreciation would
be known. However, the renewals and replacements add to the
life of the assets, and it is the life upon which the income tax
law says the rate of depreciation must be based. As a guide in
this matter, the law says that the depreciation for a specified year
is the loss from wear and tear caused by the use to which the
property has been put during that year, which has not been made
good through expenditures for renewals and replacements
and repairs deducted under the heading of expense for main
tenance and operation. This means if the life of a machine was
10 years it is not permissible to write off one-tenth each year for
*A thesis presented at the November, 1918, examinations of the American Insti
tute of Accountants.
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depreciation and also include in maintenance and operation the
cost of renewals and replacements and repairs which appreciably
prolong the life.
The cost of incidental repairs which neither add to the value
of the property nor appreciably prolong its life, but merely keep
the machine in an ordinarily efficient operating condition may be
deducted as an expense.
The depreciation—that is the amount measuring the decline
in value of the physical property due to exhaustion, wear and
tear—must be charged off on the books.
The particular manner in which the amount shall be charged
off is not material so far as the law is concerned, except that it
must either be deducted directly from the book value of the
assets or credited to a depreciation reserve account, and as such
be reflected in the annual balance-sheet.
From an accounting point of view a reserve for depreciation
should be set up.
No definite rate has been fixed for computing the allowance
for depreciation on any class of property subject to wear and
tear. The rate is based upon the life of the property. The
matter of obsolescence is not to be taken into account, as when
the property becomes obsolete a deduction for the loss sustained
thereby will be allowed. The amount of this loss is the difference
between the cost on the one hand and on the other any salvage,
plus the amount of depreciation previously charged off, or which
should have been charged off.
So far we have only considered cases where it is possible to
get the actual value of the assets to be depreciated. However,
there are many cases where the valuation cannot be so exact, as
in the case where real estate and buildings have been acquired
for a lump sum, no segregation having been made of the cost of
the buildings as separate from the cost of the ground on which
the buildings stand. The law provides for such cases in the
following manner, viz.:
In cases where the actual cost of the buildings or improve
ments at the time they were taken over can not be definitely deter
mined, it will be sufficient, for the purpose of determining the
rate of depreciation to be used in computing the amount which
will be deductible from gross income, to estimate the actual value
at the time acquired of buildings and improvements if acquired
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after March 1, 1913, or the fair market price or value as of that
date if the property was acquired prior to March 1, 1913, the
value in either case to be reduced by the amount of depreciation
previously sustained.
The above rule applies where the improvements purchased
with the real estate continue to be used; but where the improve
ments are torn down it will be held that there was no deductible
loss. In such case it will be held that the value of the real estate,
exclusive of the old improvements, is equal to the purchase price
of the land and buildings.
We now come to the consideration of cases where old build
ings are demolished or old machinery is scrapped, etc. Article
155 gives us a guide in this matter.
The deductible loss is to be found in the following manner:
from the original cost deduct the salvage if any and the deprecia
tion which has been charged off or should have been charged off
during each year prior to its destruction. It will be noted that it
is not so much the question as to how much depreciation has been
charged off in previous years as the question of what amount
should have been charged off.
It may be assumed that in the great majority of cases the term
machinery covers a number of machines having varying years of
life, and that depreciation has been calculated at a flat rate. Now
when we commence to calculate the depreciation on a particular
machine it would not be proper to apply the flat or average rate.
Suppose we had two machines: one costing $3,000,00 with a
life of 10 years, and one costing $6,000.00 with a life of 20 years.
The depreciation was reckoned at $900.00 per annum, a flat rate
of 10%. The 10% would be applied correctly to the $3,000.00
machine, but the rate of the $6,000.00 machine was only 5%. This
is only a simple illustration to show that the depreciation when
scrapping or otherwise disposing of machinery must be calculated
on the wear and tear of the particular machine and not on the
average wear and tear of the whole plant as set forth in the flat
rate.
There are many concerns which show depreciation written off
during the last year or two, but previous to that no proper atten
tion was paid to the matter. In such cases it would not be proper
to decide off-hand that no depreciation had been allowed, for an
examination might show that though no depreciation, as such, had
113
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been written off, still there had been renewals and replacements
charged directly against operations amounting substantially to the
amount of depreciation chargeable against such years. In such
a case the phrase in article 162 would apply, viz.:
“Amount of depreciation charged off or which should have
been charged off.”
Article 165 gives the procedure to be followed in cases where
by underestimating the life of the property or overestimating the
rate of deterioration an amount in excess of the yearly deprecia
tion has been taken. The rate applicable to future years should
at once be reduced and the balance of the cost of the property
not provided for through a depreciation reserve should be spread
over the estimated remaining life of the property.
It would be only reasonable to assume, should it develop that
the rate of deterioration had been underestimated, that adjust
ment could be made upon the same lines as above.
In making such adjustments one would have to be prepared
to show that the original rates were made in good faith, and that
it was only through later and more complete knowledge that the
rate now claimed was established.
Depreciation set up on the books and deducted from gross
income cannot be used for any purposes other than in making
good the loss sustained by reason of the wear and tear of the
property with respect to which it is claimed.
A deduction claimed as depreciation cannot measure a loss
and at the same time be used in the payment of dividends.
Investments made in extensions, additions or betterments of
the company’s own property, representing part or whole of the
depreciation reserve account will not be considered a misuse or
diversion of the depreciation deduction otherwise allowable.
This clause of the law appears somewhat ambiguous, and in
my opinion means that money set aside for reserve for deprecia
tion may be used for extensions, additions or betterments of the
company’s own property.
DEPLETION
The term depletion is used in regard to the decrease in natural
deposits such as are found in oil and gas wells, mines, timber
limits, etc.
The theory of the income tax law is that through an aggregate
of annual depletion deductions the owner or operator shall secure
114

Depreciation and Depletion in Relation to Income Tax Returns
the return of the amount of capital actually invested or an amount
not in excess of the fair market value, as of March 1, 1913, of
the properties owned prior to that date.
Oil or Gas Properties
For the purpose of determining the amount of capital to be
returned through annual deductions, operators may be divided
into two classes: operators who own the fee and operators who
own a lease or leases.
Take first operating fee owners. The amount returnable
through the aggregate of annual depletion deductions is the fair
market value of the property (exclusive of the amount of physi
cal property) as of March 1, 1913, if acquired prior to that date,
or the actual cost of the property if acquired subsequent to that
date, plus, in either case, the cost of development (other than the
cost of physical property incident to such development), up to the
point at which the income from the developed territory equals or
exceeds the deductible expenses. After which time such inci
dental expenses as are paid for wages, fuel, repairs, hauling, etc.,
in connection with the drilling of wells and further developments
of the property at the option of the operator may be deducted as
an operating expense or charged to capital account. If the
decision is made to charge such incidental expenses to capital
account, such expenses as are represented by physical property
may be taken into account in determining a reasonable allowance
for depreciation during each year until they have been ex
tinguished. The law specifically says that in the case of a going
or producing business, the cost of drilling non-productive wells
may be deducted from gross income as an operating expense.
In determining the amount of capital to be returned through
annual deductions in the case of a lessee, the capital is the amount
paid in cash or its equivalent as a bonus or otherwise by the lessee
for the lease, plus all expenses incurred in developing the prop
erty (exclusive of physical property) prior to the receipt of in
come therefrom sufficient to meet all deductible expenses. After
this, all incidental expenses in the drilling of wells and further
development of the property can be treated in the same manner
as outlined for the operating fee owner.
After deciding upon the capital to be accounted for by annual
depletion deductions, we now consider the manner of ascertaining
the annual depletion.
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The owner or lessee must make an estimate, subject to the
approval of the commissioner of internal revenue, of the probable
quantity of oil or gas contained in or to be recovered from the
territory with respect to which the investment is made. The in
vested capital (ascertained as outlined in preceding paragraphs)
will be divided by the number of units of oil or gas shown in the
estimate referred to above, as submitted to the commissioner of
internal revenue, and the quotient will be the amount of capital
invested in each unit recoverable. This quotient when multiplied
by the number of units removed from the territory during any
one year will be the amount which may allowably be deducted
from the gross income of that year on account of depletion of
assets or as a return of invested capital. Annual deductions for
depletion may be made on this basis, until the total of such deduc
tions equals the amount of capital invested.
There is a provision in the law which makes it imperative
that an accurate ledger account be kept to which shall be charged,
in the case of operating fee owner, the fair market value, as at
March 1, 1913, or the cost, if purchased subsequent to that date,
of the oil or gas property, plus cost of development (other than
cost of physical property), up to the point of expense paying
production; and in the case of the lessee the amount actually paid
for the lease, plus cost of development (other than cost of physical
property), up to the point of expense paying production. This
account can be credited direct or a reserve for depletion can be
set up and credited with the amount claimed and allowed each
year for depletion. When the credits or reserve account equal
the amount of the charges of this account no further deductions
for depletion will be allowed.
In those cases where the quantity of oil or gas in the property
cannot be determined with any degree of certainty, the basis of
deduction for depletion or return of capital will be the reduction
in flow and production as compared with the preceding year.
The reduction in flow, if any, of new wells or new groups of
wells brought in during the taxable year is ascertained as follows:
The well or wells should be tested as soon as they have reached
the stage of settled production or regular flow, and then tested
again at close of taxable year. Any decline in flow so indicated
will be reduced to a percentage basis and a like percentage of the
capital invested will constitute an allowable deduction.
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Mines

A distinction is made between owners and lessees.
Mine owners
For the purpose of determining the amount of capital to be
returned through annual deductions, if the property was acquired
prior to March 1, 1913, the salable value, en bloc, of the entire
deposits of minerals contained in the property as of March 1,
1913, must be taken. Cost of improvements and developments
must not be taken into account. This estimate must in all cases
be subject to the approval of the commissioner of internal
revenue.
If the fair market value as of March 1, 1913, cannot be ascer
tained, the original cost of the mineral deposit may be taken,
allowance being made for the minerals which may have been
removed prior to that date.
Where a mineral property was acquired subsequent to March
1, 1913, the actual cost may be taken. The commissioner of inter
nal revenue has the right to inquire into the purchase to ascertain
if there was a bona fide purchase, and to determine that there
was no fictitious or inflated price.
Lessees
A lessee is not entitled to any depletion deduction as such, but
if a lessee, in addition to royalties, pays a stipulated sum for the
right to explore, develop and operate a mine, such sum may be
spread ratably over the estimated units in the mine, and thus deter
mine the amount of invested capital or bonus payment applicable
to each unit.
We now consider the manner of ascertaining the annual deple
tion. This method will be followed annually until the aggregate
of the amounts claimed and allowed for depletion equals the sum
of the invested capital, after which no claim for depletion will be
allowed.
Owners
The en bloc value, determined when ascertaining the invested
capital, divided by the number of units contained in the property,
as shown in the report to the collector of internal revenue, will
determine the amount of capital applicable to each unit. The
amount of capital thus shown multiplied by the number of units
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mined and sold during the taxable year will determine the sum
which may allowably be deducted from the gross income of that
year on account of depletion.

Lessee
When the amount of the invested capital—that is, the amount
invested in the bonus—is divided by the number of units con
tained in the mine as shown in the report to the collector of in
ternal revenue, the quotient will be the amount of capital invested
in each unit. This quotient when multiplied by the number of
units mined and sold during the taxable year will determine the
sum which may be deducted from the gross income for that year.
Both owner and lessee must keep an accurate ledger account
which must be charged with the amount of invested capital as
ascertained heretofore, to which account or to a depletion reserve
account shall be credited the amount of depletion deduction
claimed and allowed each year until such time as the sum of the
credits shall equal the invested capital charged, after which time
no claim for depletion deduction will be allowed.
Timber Owners

Owners who are both loggers and manufacturers must set up
on their records the fair market value en bloc of the timber held
by them at March 1, 1913, if acquired before that date. This
value must be approved by the commissioner of internal revenue.
The value so ascertained is divided by the number of feet
(board measure), thereby establishing the unit of value of each
board foot.
The same rule applies to timber or lands purchased after March
1, 1913, with the exception that in making the computation actual
cost shall be substituted for the fair market value.
This unit price, once established, cannot be increased except
as new purchases are made at an average higher cost.
The cost of the lumber sold during the taxable year is ascer
tained by multiplying the number of board feet sold by the unit
price, and this amount is permitted to be excluded from gross
receipts or through a charge to manufacturing, until the time when
the total of such yearly amounts equals the total of the fair mar
ket value or cost, as the property was acquired before or after
March 1, 1913.
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If this fair market price includes the land as well as the tim
ber thereon, at the end of logging operation the stump lands
remain as an asset. When this asset or other salvage is disposed
of the amount realized is to be treated as income for the year in
which the property was sold.
Should the timber lands be sold en bloc, the gain or loss will
be established on the basis of the difference between the fair mar
ket value or cost and the selling price, as the property was ac
quired before or after March 1, 1913.
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